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ABSTRACT 
 
Free Trade Agreement (FTA) is a consequence of unavoidable trade liberalization, and also 
regarded as one of the most effective system to intensify trade relation between member 
country by eliminate trade barriers. Among all free trade agreements that have been signed by 
Indonesia, ASEAN-Australia-New Zealand Free Trade Agreement (AANZFTA) is one of the 
most recent. Ideally, after FTA has been on force, it is essential for policy makers to evaluate 
the impact. Actual result of FTA might be completely different from the projected outcomes. 
The aim of this study is to present how impactful AANZFTA on the export value, as ex-post 
evaluation by utilizing ARIMA forecasting models. This study attempts to figure out whether 
the implementation of AANZFTA can boost the exports value for both Indonesia and 
Australia. The data observed in this research is both export and import of Indonesia to 
Australia, before and after the agreement entered into force. 
 
 
 
 
 
 
 
 
 
 
 
 
I. INTRODUCTION 
1.1 Background of the Study 
Globalization and the idea of borderless society accelerate the pace of trade 
liberalization, evidenced by a powerful surge in the number of regional trade agreements 
(RTAs), both in form of free trade agreements (FTAs) and custom unions. In the past few 
decades, programs of external economic liberalization through Free Trade Agreements have 
been embarked by many developing countries. Hence, FTAs have been a prominent issue to 
be discussed, to identify as well as to quantity the costs and effects. Liberalization in 
international trade practices is important, since evidence shows it has robust positive impact 
on economic growth1. Particularly, FTAs, as a tool of trade liberalization, has played a key 
role in increasing world economic growth. In the world economy, FTAs are regarded to be 
one of the most effective tools to enhance trade volumes and value between member 
countries. This study will explain the impact as well as future potential of the embroilment of 
ASEAN-Australia-New Zealand Free Trade Agreement (AANZFTA) on the Indonesian 
economy, using comparative assessment on the exports values of Indonesia and Australia. 
Other ASEAN countries are excluded from this study because examining Intra-ASEAN trade 
will need to take into account other FTA schemes that are signed by ASEAN members. 
In the case of Indonesia, Southeast Asia’s largest economies, economic growth rose 
significantly in the recent decade as government agreed to pursue policies of trade 
liberalization. Currently, as a member of Association of South East Asian Countries 
(ASEAN), not only has Indonesia attached to free market under ASEAN Free Trade Area 
                                          
1 Romain Wacziarg and Karen Horn Welch, “Trade Liberalization and Growth: New Evidence”, Nber Working 
Paper Series No. 10152, National Bureau of Economic Research, December 2003. JEL No. F1, F4, O4 . Page 22. 
http://www.nber.org/papers/w10152.pdf 
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(AFTA), but also is now cooperated in 25 FTA schemes2. 
Among the agreements that have been implemented and have significant effect in 
Indonesian economy, AANZFTA is the recent one. The agreement was signed in Cha-am, 
Phetcha Thailand by ten members of ASEAN, Australia, and New Zealand on 27 February 
2009. Initially, only eight out of twelve countries entered into force since January 2010: 
Australia, New Zealand, Vietnam, Burma, Philippines, Malaysia, Brunei, and Singapore. 
Thailand followed and applied the agreement’s provision since 12 March 2010. The 
remaining, Indonesia – Laos – Cambodia, needed longer time to complete internal 
requirements as for Indonesia later started to enter into force on 10 January 2012, although 
tariff reduction has been started since 2010 in Indonesia. Government ratified AANZFTA 
through Presidential Decree No. 26 of 2011, whilst the tariff determination of imported goods 
under AANZFTA is regulated in PMK, Minister of Finance Decree, No.166 of 2011 on tariff 
reduction. 
Dissimilar to other FTAs concluded by ASEAN, AANZFTA is a comprehensive, 
single undertaking economic agreement that has no separately negotiated documents. The 
scope of the agreement covers cooperation on the trade of goods and services, investments, 
intellectual property, movement of natural/ business person, electronic commerce, standard 
measurements, and competition, all in one document3. The signatories reciprocally giving 
each other preferential treatment in the sectors covered in the agreement, with purport to 
accelerate trade liberalization among the countries, in accordance to the whole purpose of 
                                          
2 According to Asia Development Bank, Indonesia is involved in 25 FTAs: 8 signed and in effects, 2 signed but 
not yet in effect, 9 proposed/ under consultation and study, and 6 negotiations launched. Source: “Asia Regional 
Integration Center: tracking Asian Integration”, ADB, accessed on September 2nd, 2014, http://aric.adb.org/fta-
country. 
3  “About AANZFTA”, CMSMS and AANZFTA, accessed on September 2nd, 2014, 
http://aanzfta.asean.org/index.php?page=about-aanzfta. 
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FTA. Preferential treatment mostly refers to preferential tariffs treatment, which is lowering 
or even eliminating tariff on selected goods originated from member countries. Thus, among 
the signatories of the agreement, AANZFTA is another supportive platform in entering a 
facilitative, transparent, and more liberal market access and investment era 4 . More 
specifically, AANZFTA will make higher dependency on foreign market and imported goods 
between countries, in this case Indonesia and Australia. 
Present cooperation between Indonesia and Australia under the regional trade 
agreement is expected to substantially reduce trade barriers with result that regional economic 
integration can be achieved. The magnitude of strong affiliation within the two countries is 
refutable since Indonesia is entitled as the largest economy in ASEAN with 237.641.326 
population (Central Bureau of Statistic Indonesia, 2014), while Australia is anywise, one of 
the world’s strongest and developed economies, ranked 12th largest economy in the world. 
Moreover, in the Asian region, Australia is placed in the fourth largest economy. 
Practically, bilateral trade between Indonesia-Australia in the past few years exhibit 
increasing trend (shown in figure 1). With the enactment of Presidential and Minister of 
Finance Decrees that are regulating FTA between Indonesia and Australia, exports value is 
expected to have a significant further boost in both countries. Presidential Decree No.26 of 
2011 and Minister of Finance Decree No.166 of 2011 regulate trading between Indonesia and 
Australia. Anticipating the differences in data collection methodology between Indonesia and 
Australia, Indonesia imports to Australia is used as a proxy for Australian value of Exports. 
 
 
 
                                          
4 Ibid. 
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 Graph 1.1 Exports Value of Indonesia and Australia (2000 – 2012) In Million US Dollar 
 
Source: Central Bureau of Statistics Indonesia (data processed) 
 
Graph 1.1 portrays two interesting facts. First, generally it shows rapid growth in 
export value in the three countries from year 2000 to 2012, although there is a declining trend 
in 2008-2009. This trend is related to global economic recession since September 2008 
caused by the fall of Lehman Brothers that was crucially affecting world’s financial stability. 
Indonesia’s five year export-growth trend is about 7.6% whilst Australia has only 4.7% of 
total export growth to Indonesia (five-year trend), according to Australian Government 
(2013). 
Second issue portrayed in the figure 1 above is, in the year of 2011, one year after the 
enactment of preferential tariff under AANZFTA, Indonesia’s exports to Australia surpluses 
by $405.4 million. Although the agreement is officially implemented on early 2012, tariff 
reduction has already been started on 2010. Surprisingly, a year after Indonesia officially 
agreed to enter into force the AANZFTA, the value of exports to Australia declined, the total 
deficits in the bilateral trade was around $392.2 million. The declining trend of Indonesia’s 
export to Australia is continuing as the total export value in 2013 is about $4,370,482,145 
according to BPS. This empirical evidence triggers a question whether the contents listed in 
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the agreement are beneficial for both parties or not. Substantively, free trade agreements 
supposed to be a regulation that can improve mutual cooperation and be advantageous for the 
member countries. Thus, it is necessary to assess the impact of the agreement which, in this 
case, is focused on quantify the export value, trade intensity, and trade potential between 
Indonesia and Australia. 
Assessing the impact of AANZFTA aims to evaluate the effectiveness of the 
agreement in terms of its contribution to the member country’s welfare. According to Lloyd 
and McLaren, economic welfare of a member country is linked to three indicators – change in 
trade volume, change in intra-union terms of trade and change in extra-union terms of trade 
(Lloyd and McLaren, 2004). The litterateurs believe in the existence of positive relationship 
between these indicators and the welfare of the member countries. Therefore, an inclining 
trend of trade volume as a result of FTA prompts an advancement of economic welfare. 
Accordingly, based on the eminent four-sector Keynesian model, one of the components in 
determining National Income is export contribution. Hence, changes in exports contribution 
to national income of Indonesia and Australia after entered to force the AANZFTA can 
indicate the impact of the FTA in the countries. 
This paper attempts to analyze and to quantify impacts of the involvement of 
Indonesia and Australia in AANZFTA in terms of export value and its growth. Such macro 
indicator is important because exports will affect economic welfare of a country. In addition, 
this paper analyzes the changes in trade intensity and its future potential. Moreover, 
Indonesia and Australia is now negotiating a new trade agreement, a bilateral trade agreement 
namely Indonesia Australia Comprehensive Economic Partnership Agreement (IACEPA). 
The first round of negotiation took place in Jakarta, on 27th September 2012. Under the 
IACEPA framework, economic cooperation and integration between the two countries is 
intended to improve significantly. 
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The output of this study is expected to be favorable for conducting further review of 
the effectiveness of government policies in trade sector, under the framework of AANZFTA. 
Particularly with regard to its influence in Indonesia and Australia’s export value and the 
growth rate. In addition, the result of this study can be referenced as ground findings in micro 
sectorial impacts of AANZFTA. Furthermore, the findings can be one of the ex-ante 
assessments of the in-negotiation IACEPA. 
 
1.2 Research Question 
According to above-mentioned statement, the main purpose of this study is to assess 
the impact of AANZFTA on Indonesia and Australia specifically on the exports value, trade 
intensity, and trade potential. Thus, the research questions for this study are: 
1. What is the impact of AANZFTA on the exports value of: 
a). Indonesia to Australia 
b). Australia to Indonesia 
2. What is the trade potential between Indonesia and Australia across industries? 
 
 
 
II. LITERATURE REVIEW 
2.1 Impact of FTA 
The way economists have viewed trading systems and its implications has changed 
over time, whether trade liberalization through FTAs result in increased trade volume or not. 
Further debate is about the nexus between FTAs and economic growth as the proxy of 
welfare. Before Viner’s model was developed in 1950, the old paradigm was that trade 
liberalization, more specifically ones under regional FTAs, would tend to positively 
contribute in improving welfare of member countries. The view was widely believed in 1948, 
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during the formation of General Agreement on Tariffs and Trade (GATT) and became the 
base of GATT Article XXIV about Territorial Application, Frontier Traffic, Custom Unions 
and Free Trade Areas. Debunked the myth, Viner analysis (1950) indicate that FTAs could 
also have negative impacts on welfare. Viner’s analytical framework includes two prominent 
key concepts: trade creation and trade diversion. Trade creation, which is beneficial for 
member countries, is the substitution of lower cost source of supply within the area for a most 
costly one.  Conversely, trade diversion is the substitution of a higher-priced source of 
supply within the members for a lower-priced source outside the area.  
However, after Viner’s publication, scholars started to debate and demonstrate that 
Viner’s prediction is not always proven with empirical results. Meade (1955), Gehrels (1956-
1957), Lipsey (1957), and Michaely (1965) published articles that are evidently providing 
cases in which the country has trade diversion; the importing country may gain from the trade 
diversion. Gehrels and Lipsey made the use of the national expenditure effect to bring out 
counter-example to the Vinerian assumption of national loss caused by trade diversion, while 
Michaely utilized national income effect to produce the example. Their works, parallel to of 
Wonnacott and Wonnacott (1982), utilized the general equilibrium model and presented a 
strong set of analytical discussion about regional trading agreements’ consequences on 
welfare. The main conclusion from the analysis is, if the non-member countries have high 
trade barriers or there is high cost in exporting to those outsiders, then the member countries 
may gain from FTAs. In other words, FTA will produce gains for members if access to 
partner’s market is more valuable than access to other markets (Wonnacott and Wonnacott, 
1982).  
The dissent among scholars continues; various empirical evidences have been found as 
they develop more sophisticated models in their quest to find the impact of FTAs. Plummer, 
et al. (2010) suggest that the models give other scholars more option that can be used to 
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assess the impact of FTAs, either ex-ante (before negotiation) or ex-post (after 
implementation). Predictably, findings in the literature are heterogeneous, with others support 
positive impact hypothesis; some find negative impacts. However, in general, previous papers 
studying in various FTAs, suggest that trade openness will increase trade flow between 
member countries. The following question is whether the advantages are fairly/ equally 
distributed or not. 
Recent studies by Adibi and Doti (2001) who examined the impact of NAFTA on 
California’s export levels to Mexico and Canada found that: NAFTA is not significantly 
affecting California’s export to Canada, while exports to Mexico has increased because of 
NAFTA. The model used in this research is weighted least square regression model, with 
annual percentage change in California export as dependent variable and both annual 
percentage change in exchange rate and annual percentage change in real GDP as explanatory 
variables. Le (2012) found that ASEAN China FTA – FTA in different region – evidently 
promotes a strong development bilateral trade between Vietnam and China with increasing 
export values in both countries. Busse and Gröning (2012), using a gravity model, estimated 
the effect of various FTAs accession on Jordan exports and imports and found that there is no 
statistically significant impact, except FTA with the US which has increased Jordan’s exports 
to the US.  
Hatab, Shoumann, and Xuexi (2011) study on Egypt – China FTA reveal that 
Egyptian trade with China is less than it should be since the data clearly show increasing 
trend on China exports to Egypt, while on Egypt exports to China is declining after the FTA 
entered into force. Tovias and Al-Khouri (2004) shows evidence from JUSFTA (Jordan-
United States FTA) that FTA corresponds to political will to encourage trade volume between 
signatories but may not followed by intensified trade. Applied General Equilibrium Model 
with cross country analysis, Chandrima and Biswajit (2011) conducted a study on the impact 
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of ASEAN-India FTA (AIFTA) and found that the largest gain is endowed by Singapore 
while Cambodia, Laos and the Philippines loss. According to Chandrima and Biswajit (2011), 
gain of ASEAN countries is primarily caused by improved terms of trade. 
Using econometric forecasting model, Indonesia Ministry of Finance in 2012 has 
assessed Economic Partnership Agreement and its impact on Trade Flow and Investment 
between Indonesia and Japan. The results suggest that both Indonesia and Japan benefit from 
tariff reduction and trade openness under IJEPA in different levels. Indonesia received greater 
degree of advantage than Japan, both in terms of export growth and export contribution to 
GDP. Setiawan (2012) conducted a research paper on ASEAN-China FTA: the Impacts on the 
Exports of Indonesia and China. His study discovers that China’s improvement of exports 
value to Indonesia is larger than of Indonesia to China. He also suggests Indonesia to work 
more aggressively to escalate the benefit from the FTA. 
Pointing on the addressed issue – AANZFTA – several studies have been done through 
different channels and point of views. Some aiming to measure the micro-level impact such 
as the impact on beef industry and agricultural sector, others emphasize on macro level 
indicator on export-import performance, national output, and employment rate using various 
type of methodology.  
Tseuoa, Syaukat, and Hakim (2012) evaluate the impact of AANZFTA on beef industry 
in Indonesia, conclude that tariffs reduction reduce domestic production, increase beef supply 
(both domestic and imported) which lead to price reduction. Utilizing simultaneous equation 
model, the paper also argue that the FTA will increase (reduce) consumer (producer) surplus. 
Another micro level study conducted by Nuryanti (2010), she measure challenge and 
opportunity faced by agricultural products under the implementation of AANZFTA. In her 
study, she states that cheaper import of agricultural products from Australia weaken the 
domestic production, thus local farmers should be given supporting program to increase their 
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competitiveness in domestic market. 
Applying Social Accounting Matrix (SAM) and the Software for Market Analysis and 
Restrictions on Trade (SMART) model, Ismalina (2012) analyze the impact of trade 
liberalization between Indonesia and Australia – China – India on the export-import 
performance, national output and employment rate. She claims that trade liberalization 
between Australia – China and Indonesia caused trade deficit on Indonesia’s trade balance. 
The condition resulted in decreasing national output, which eventually also decrease 
employment rate.  
However, from the mentioned-above literatures, the impacts of FTAs studies have been 
performed independently by different scholars, using different data set, different 
methodologies, as well as different regions and period spans of study, making it difficult to 
compare and draw a single clarification. Due to data availability and time constraints, this 
paper will replicate the study conducted by Setiawan (2012), in which he use econometric 
forecast to measure the impact of ACFTA. This paper will therefore attempt to contribute in 
giving proper explanation to clarify the impact of another FTA, AANZFTA, using the same 
methodology, specified in the value of exports and its future potential for both Indonesia and 
Australia. 
This study try to figure out which country is gaining more or if any loss from 
AANZFTA, focusing on the ex-post evaluation to assess the actual impact, specifically on the 
preferential tariff elimination or reduction, performed using economic data and methods. 
Since the agreement is already signed and is entered on force, the result of the study would be 
useful to straighten up further essential adjustment. If there is sign of negative impact of an 
FTA, amendment might be necessary to adjust the policies for affected sectors and to utilize 
the advantages that are not yet fully exhibited. 
There are several number of studies about the economic impact of preferential tariff 
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under the frame of FTAs, either tariff elimination or tariff reduction. Some authors focus on 
micro/ industry level impacts while others focus on effects at the macroeconomic tier. Some 
conducted the study based on simple indicators constructed from available data and 
information, while others undertook the research using sophisticated econometric models. 
Sachs and Warner (1995), Jagdish (2003), and Lawrence (2006) agree that removal of trade 
barriers through FTA directly encourage trade flow between member countries. Similarly, 
Frankel and Rommer (1999) conclude that FTA raise economic growth domestically by 
boosting income through increased output level. Sebastian (1993) also examined a positive 
correlation between level of economic openness (less trade barriers) and the level of growth 
in developing countries. Harrison (1996) conducted comparative analysis on several 
developing countries and conclude that tariff reduction directly encourage trade volume that 
lead to higher level of economic growth.  
Utilizing a model of FTA with imperfect competition, Baksi (2008) and Chauduri 
(2009) verify that reducing tariff and other trade barriers can facilitate and increase trade 
which will promote overall welfare and economic growth. However the study does not take 
into account the differences in the level of trade-growth and economic development in each 
member countries. Nkuiya (2013) also finds that mutually trade barriers reduction in form of 
FTA encourages bilateral trade activity. Nevertheless, there is no universal conclusion, since 
many scholars contested different results and arguments. Andre (1978) argues that trade 
liberalization merely allows developing countries to compete with more advanced countries, 
and thus will subsequently replace domestic players in the market with foreign players. 
Indeed, this will lead to decline in national productivity. Rodriguez and Rodrik (2001) review 
different analyzes with various methods and conclude that the contestation is due to different 
approach and methodology in explaining the nexus between trade and growth. 
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2.2 Trade Intensities 
In addition, by examining changes in trade intensity index before and after the FTA 
entered into force, this study attempts to see the trend of trading relationship between 
Indonesia – Australia. Trade intensity index is, as the Worldbank’s recognition, one of the 
most popular methods to determine the trade value’s strength and importance for the 
cooperating countries. The intensity of trade both in terms of export and import are analyzed 
using following formulas by Brown (1947) and Kojima (1964): 
Export Intensity Index  XIIia = (Xia / Xi) / [Ma / (Mw- Mi)], where: 
XIIia = export intensity index 
Xia = country i exports to country a 
Ma = total imports of country a 
Mw = total world imports 
Xi = total exports of country i 
Mi = total imports of country i 
The numerator (Xia / Xi) is calculated as the percentage of exports proportion from 
origin country to the trading partner. This term shows the significance of the trading partner’s 
exports to the origin country. The denominator, Ma / (Mw- Mi), is the partner’s total value of 
imports as a part of world’s total imports less home country’s imports value in total. 
According to Bano et.al (2013), average value of the index is equivalent to unity, which unity 
trade intensity indicates that exports of country i to country a correspond to partner’s 
purchasing power. 
Import Intensity Index  MIIia = (Mia / Mi) / [Xa / (Xw- Xi)], where: 
MIIia = import intensity index 
Mia = country i imports to country a 
Xa = total exports of country a 
Xw = total world exports 
Mi = total imports of country i 
Xi = total exports of country
Similar to the export intensity index, the numerator (Mia / Mi) is home country’s imports from 
partner country as a percentage of the value of total imports. Xa / (Xw- Xi) as the denominator, 
indicates the partner’s total value of exports as a part of world’s total exports less home 
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country’s exports value in total. 
UNESCAP (2005) interprets trade intensity with value greater than one as intense or 
above average trade relationship. The trade intensity indices have been applied by Wu and 
Zhou (2006) to analyze the strength of trade between India and China, Chandran (2011) to 
estimate the trade relation between India and ASEAN, Assem et al. (2012) on Egypt and 
China, and Bano (2013) on her study about New Zealand and ASEAN trade relation. 
UNCTAD, UNESCAP, World Bank, and IMF also examine bilateral trading strength using 
these indices. 
 
2.3 Trade Potential 
Trade potential between trading partners can be measured by comparing a given 
commodity or product’s total exports supply with the partner country’s total demand for that 
product (import demand). If the estimated potential of a product is high, it means that the 
product is important for bilateral trade between those partnering countries. This paper 
estimates trade potential using the following formula: 
Trade Potential = [min (SE, MI) – ET], where: 
SE = Suppliers’ Global Exports 
MI = Markets’ Global Imports 
ET = Existing Bilateral Exports 
The trade potential index have been used by many scholars to explain the possible 
opportunity of trade expansion under a favorable trade agreement. Mukherji (2005) 
calculated bilateral potential trade to explain the benefits of the Asia Pacific economic 
integration. The author showed that trade potential can be used to estimate the least and the 
most important commodities between trading partners. Helmers and Pasteels (2006) used 
different term, Indicative Trade Potential (ITP), to measure the trade potential in each 
-  13  -
commodity. The authors inferred that ITP can be used as an alternative method when there is 
lack of data in applying gravity model. Pant and Panta (2009) also utilized the same method 
to determine the bilateral trade potential of the US and Nepal. Through this analysis method, 
both scholars identified the main trade potential between the two countries, and suggested 
that the most beneficial strategy for Nepal would be export diversification. Paswan (2003) 
also utilized trade potential measure in identifying India’s agriculture potentials. 
Since there appears to be no published study on examining trade potential between 
Indonesia and Australia this paper attempts to fill the research gap. The purpose is to capture 
the trade pattern and trade trend on each commodity group over time. The commodities/ 
products are categorized according to SITC (Standard International Trade Classification) 
Revision 3, 1-digit level as follows: 
0  = Food and live animals  
1  = Beverages and tobacco 
2 = Crude materials, inedible, except fuels 
3 = Mineral fuels, lubricants, and related materials 
4 = Animal and vegetable oils, fats, waxes 
5 = Chemicals and related products 
6 = Manufactured goods 
7 = Machinery and transport equipment 
8 = Miscellaneous manufactured articles 
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2.4 Preferential Tariff: AANZFTA’s Scheme 
AANZFTA assigns progressive reduction of tariffs and, for most products, elimination, 
faced by member countries as trade barrier. Tariffs will be gradually either reduced or 
eliminated for most tariff lines, started from early transition period, with applied Most 
Favoured Nation (MFN) tariff rate in 2005 as the base. For sensitive and highly sensitive 
listed goods, which currently at prohibitive level of tariff, the reduction will be up to the level 
that will allow trade to flow, in a particular periods. High level of tariff elimination is 
expected to be achieved by AANZFTA as early as 2013 for more developed ASEAN markets, 
including Indonesia. 
With the AANZFTA’s entry into force, preferential tariff rates are applied to imports 
side from both countries. This paper considers 2010 as the cornerstone of AANZFTA because 
since that year 98.10% of Indonesia’s export to Australia embarked to 0% tariff. This is the 
commitment of Australia to strengthen the economic bond with Indonesia. Accordingly, 
Indonesia is also committed to gradually eliminate tariffs for normal track goods in the period 
of 2010 – 2014, with approximate number of 90% of + 10.000 tariff lines. Commodities that 
are included in normal track for instance: live animals, fruits, meat, milk, fish, butter, cheese, 
eggs, agricultural products, agro chemicals, pharmaceuticals, leather, paper, and so on. Below 
is the schedule of tariff reduction/ elimination for normal track goods: 
Table 2.1 Tariff Reduction for Normal Track 
X = applied MFN tariff rate 
(as of 1 Jan 2005) 
AANZFTA Preferential Tariff Rate 
2008 2009 2010 2011 2012 2013* 
X > 20 20 15 10 7 5 0 
15 < X < 20 15 10 7 5 3 0 
10 < X < 15 10 7 5 3 0 0 
5 < X < 10 5 5 3 0 0 0 
X < 5   0 0 0 0 
*5% tariff lines can be eliminated no later than 2015 
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Source: Ministry of Trade Indonesia, 2010 
For sensitive track commodities, 10% of total tariff lines, is divided into two groups: 
sensitive list (6%) and highly sensitive list (4%). Sensitive list’s tariff reduction, with beef 
and dairy products as the main commodities, will be scheduled as pictured in the following 
tables: 
Table 2.2 Sensitive Track for Indonesia: 
X=applied MFN 
tariff rate (as of 
1 Jan 05) 
AANZFTA Preferential Tariff Rate (no later than) 
20
08 
20
09 
20
10 
20
11 
20
12 
20
13 
20
14 
20
15 
20
16 
20
17 
20
18 
2020* 
X > 30 
Bindings 
30 30 20 18 15 13 10 8 0-5 0 
20 < X < 30 20 20 18 15 13 10 8 0-5 0-5 0 
15 < X < 20 
Tariff bindings at the 
applied MFN levels 
15 13 10 8 0-5 0-5 0-5 0 
10 < X < 15 10 10 8 0-5 0-5 0-5 0-5 0 
5 < X < 10 0-5 0-5 0-5 0-5 0-5 0-5 0-5 0 
*Indonesia maintain tariff at 0-5% rate 
Source: Ministry of Trade Indonesia, 2010 
Table 2.3 Sensitive Track for Australia and New Zealand 
X=applied MFN tariff rate 
(as of 1 Jan 05) 
AANZFTA Preferential Tariff Rate (no later than) 
2008 2009 2010 2011 2012 2013 2014 2015 
X > 15% Tariff 
bindings at 
the applied 
MFN levels 
15 13 10 8 5 0 
10 > X < 15% 10 8 5 3 0 0 
5 > X < 10% 5 3 0 0 0 0 
X < 5% 0 0 0 0 0 0 
Source: Ministry of Trade Indonesia, 2010 
Highly sensitive list is 4% of total tariff lines, including maximum 1% of exclusion 
goods. The schedule of tariff reductions as well as the final rate is negotiated under bilateral 
agreements. Both Australia and New Zealand will liberalize all tariffs for Indonesia, but 
Indonesia will not complete the implementation until 2025. Also, tariffs on 352 products will 
be left above 5% and on 398 tariff lines at 5% or below. 
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III. RESEARCH METHODS 
3.1 Analytical Framework 
Tariff reduction for normal track goods has been gradually started since January 2010 
(0 – 10%). The reduction is assumed to uplift the export value between the two countries. 
Thus, this study will consider the year of 2010 as the starting point of preferential tariff 
effectuation, as it is used to evaluate the impact of tariff under AANZFTA scheme on the 
export contribution to the GDP and its growth. 
In this study, simulation of the absence of AANZFTA tariff scheme from January 2010 
– December 2013 will be performed and compared to the actual condition in the same period. 
Impact of tariff reduction on the trade flows between the two countries can be calculated 
based on the comparison results. Therefore, this analysis will use the actual exports value of 
goods and the prediction value without AANZFTA tariff reductions. Export value is one of 
the key components in measuring GDP based on Keynesian model, thence both actual and 
prediction export value will be quantified in percentage of GDP. 
The approach in calculating AANZFTA’s impacts on Indonesia and Australia is 
conducted by measuring export contribution to GDP, in which according to Dee (2011) and 
Lloyd and McLaren (2004), GDP is an endogenous variable in assessing the impact of FTA. 
Positive contribution reflects positive impacts on both countries, vice versa. Furthermore, the 
growth of export share to GDP will also be presented in this paper. 
Positive impact, both nominal and percentage refers to an improvement of trade 
openness, trade creation, and trade diversion. Those three factors are strongly related to 
employment, income, productivity, and economic welfare of member countries. This study 
assumed the only significant factor between the observation periods (January 2010 – 
December 2012) is the tariff scheme of AANZFTA, whilst the other economic factors which 
might affect trade flows, tend to be ceteris paribus – therefore can be ignored. Below is the 
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logical framework in this study: 
Graph 3.1 Logical Framework 
 
Actual Condition with AANZFTA 
2007  2009  2011  
 2008  2010  2012 
 
 
Simulation Model without AANZFTA 
1999  2009  2011  
 …..  2010  2012 
 
 
 
 
As mentioned above, both actual export values and simulation/ prediction values on 
January 2010 – December 2012 will be compared. For the model formulation, monthly data 
from January 1999 to December 2009 are utilized to forecast export value in period of 
January 2010 – December 2012. The results then use to calculate the impact of tariff 
reductions to the export values.  
In addition, this study also measures the change in both trade intensity and trade 
potential due to the implementation of AANZFTA. Using the mentioned-above formulas, the 
aim is to examine the trend of trade as the impact of tariff reduction as well as tariff 
elimination. The analysis will use both STATA 13 and Microsoft Excel 2010 to find the best-
fitted model. 
Tariff reductions imposed 
Without AANZFTA Scheme 
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3.2 Analysis Method 
Forecasting model used in this research to simulate the absence of tariff reduction is 
Auto-Regressive Integrated Moving Average (ARIMA) model, also broadly known as Box-
Jenkins models. ARIMA model emphasize on probabilistic nature of time series data to 
determine its own tendencies with no involvement of other variables. In other words, ARIMA 
model ignores independent variables to forecast, only the past and current values of 
dependent variable. For instance, in a regression model, Y is explained by k independent 
variables X1, X2, X3, … , Xk, while in ARIMA model, Y is explained by values of Y from 
previous period of time.  
This paper employs multiplicative seasonal ARIMA, a composite of Autoregressive 
(AR) process, differencing, and Moving Average (MA) denoted as ARIMA (p,d,q)(P,D,Q). 
The components of the models are explained below: 
1. Autoregressive (AR) 
This part consist of a linear regression that establish how past values of exports are related to 
the future values. Mathematically, general AR (p), autoregressive model with p lags or 
ARIMA (p, 0, 0) model is: 
yt = μ + α1yt-1+ α2yt-2 + … + αpyt-p + εt 
μ = Constant 
αp = Parameter p Autoregressive 
εt = Error term at time t 
 
2. Moving Average (MA) 
Moving average part consist of how past forecast errors are related to future values of exports. 
yt = μ + β1εt-1 + β2εt-2 + … + βqεt-q + εt 
μ = Constant 
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βq = Parameter q Moving Average 
εt = Error term at time t 
Xt  involves the moving average values from the residuals. Then, AR (p) and MA (q) process 
can be denoted as ARIMA (p,q), with equation: 
yt = μ + α1yt-1+ ... + αpyt-p + β1εt-1 + ... + βqεt-q + εt 
 
3. Seasonality 
In a time series data, seasonality problem often encountered thereupon affects 
forecasting process. Seasonal means a tendency to repeat the motion pattern in a period or a 
season, therefore a seasonal time series has some characteristics indicated by the presence of 
a strong correlation at a distance of one season. To eliminate the seasonal factor of the series, 
seasonality process in the models has been taken into account. In this case, in the seasonal 
part of ARIMA model, all of the factors in the process are operating across multiples of lag s 
(for monthly data, the number of s periods in a season is 12). As mentioned before, seasonal 
ARIMA can be denoted as (p,d,q)x(P,D,Q), where P is the parameter for Seasonal 
Autoregressive (SAR), D is the parameter for seasonal differences, and Q stands for the 
Seasonal Moving Average. Since the exports data used in this paper is monthly series data, 
the equation can be written as: 
SARIMA (p,d,q)(P,D,Q)12 
Yt = μ + α1yt-1+ ... + αpyt-p + β1εt-1 + ... + βqεt-q + α3yt-(1x12) + ... + α4yt-(Px12) + β3εt-(1x12) + ... + 
β4εt-(Qx12) + εt 
 
4. Differencing 
The main requirement of ARIMA process is stationarity of the data. The mean and 
variance in stationary data do not vary over time, and the process also does not include any 
-  20  -
trends. This part refers to the data transformation to get the stationary series, where 
differencing is the common solution. If transforming through the first difference produce a 
stationary process, then the non-stationer variables are integrated of order 1, denoted as I(1): 
ΔYt = yt – yt-1 
 
The first stage of ARIMA modeling is stationary test of the time series with both 
Augmented Dickey-Fuller (ADF) and Philip-Perron (PP) for the unit root tests. In this case, 
the variables used are all stationer according to the unit root test shown in the appendix. The 
combination models are chosen from the RMSE (Root Mean Square Errors) criterion. 
RMSE, also known as the root mean square deviation, is a customarily applied 
measure of the gap between forecasted values (from the models) and the actual values 
observed from the data. The single difference is commonly called the residual, and RMSE 
presents to aggregate all the residuals value into one measure of predictive accuracy. The 
RMSE of a model forecast value with respect to the predicted variable Xmodel is determined as 
the square root of the MSE (Means Squared Error), with equation as follow: 
n
XX
RMSE
n
i
idelmoiobs   1
2
,, )(
 
Xobs  = observed values 
Xmodel  = modeled values at time i 
According to Woschnagg and Cipan, RMSE relies on the notch of the dependent 
variable5. It is used as a measure comparing many forecasts of the same data series over 
different models, in this case, across seasonal ARIMA models. Based on the RMSE criterion, 
the smaller the errors or residuals, the better the predicting ability of the models. 
                                          
5 Elisabeth Woschnagg and Jana Cipan, “Evaluating Forecast Accuracy”, UK Ö konometrische Prognose, 
University of Vienna, Department of Economics, 2004. Pg, 13. 
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IV. ANALYSIS 
1. Indonesia and Australia Trade Links 
A wide-ranging relationship between Australia and Indonesia has already been rooted, 
covering political links, security, development, economic, commercial, and people or 
individual links. The two countries commit to expand and strengthen those linkages, reflected 
by for instance, their joint pledge to advance deeper economic cooperation both through 
bilateral and regional agreements. AANZFTA is currently the regional agreement that bonded 
Indonesia and Australia since have been imposed in 2010. It is a comprehensive FTA that 
allows freer movement of goods, capital, and people. Freer movement is the result of tariff 
and non-tariff barriers reduction, although this study will focus only on tariff reduction 
barrier under AANZFTA. 
However, ever since before tariff barrier started to be reduced, trade balance between 
the two countries has been fluctuating, some years surpluses while another ones deficits. 
Generally, in the period of 2000 – 2010, Indonesia’s export to Australia increased from USD 
1.568 million in 2000 to USD 4.244 million in 2010. This increasing trend continues as a 
year after AANZFTA exists, the export value in 2011 is reported reached USD 5.582,5 
million. This export growth is followed by increase in imports of goods from Australia with 
total amount of USD 5.177,10 million in 2011. Below is the 2000 to 2010 trade balance of 
Indonesia and Australia: 
Graph 4.1 Trade Balance of Indonesia – Australia 
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Source: Central Bureau of Statistics Indonesia (data processed) 
 
Despite the fluctuating trend, average export growth shows positive sign for both 
countries. Total trade value in 2010 was USD 8.19 billion, increased by 35.45% of year 2009 
(USD 6.05 billion). Year of 2009 was an exception because there was global recession which 
the total value amounted 23.04% lower than of previous period (2008). After global recession 
(same period as AANZFTA entry into force), export of Australia to Indonesia significantly 
increased well beyond Thailand and Malaysia.  
Indonesia’s export commodity to Australia is dominated by oil and petroleum. In 2000, 
37.18% of total exports were oil and petroleum, later on increased to 44.3% in 2010. In the 
other hand, Australia’s main export commodities are wheat and live animals (exclude 
seafood), amounted 18.67% and 5.37% in 2000, also risen to 22.17% and 10.91% each. 
The economy of Indonesia and Australia are currently in a different levels of 
development, Australia’s GDP per capita is one of the highest among developed countries 
(USD 64,607) while Indonesia have GDP per capita amounted only USD 3,510 in 2013. 
However, both neighboring countries are the two largest economies in AANZFTA. As for 
Australia, Indonesia is the number fourth largest trading partner in ASEAN and the 12th 
largest trading partner globally. According to recent 2013 data, Australia is Indonesia’s 
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number 10th principal export destination (2.4% share), and number 9th principal import 
sources with share of 2.7%. AANZFTA presents a promising opportunity to grow further both 
countries’ trading relationship. 
 
2. Measuring the Impact of AANZFTA on Exports Value and Intensity 
In this section, the results of ARIMA forecasting model is being compared to the 
actual exports monthly data derived from the central bureau of statistics Indonesia. Since the 
study focuses on the impact on the total exports value and its contribution to GDP, the 
difference between the two juxtaposed values is assumed to be the result of the AANZFTA. 
The model output and analysis of each exports data are explained below. 
To obtain the forecast value, monthly series exports data from January 1999 up to 
December 2009 were used as the input in the seasonal ARIMA models. Since the models 
require the data to be stationer, two tests were conducted before the decision to construct the 
model is being made, the Augmented Dickey-Fuller test and Philipp-Peron test. Both results 
for Indonesia’s export data, shown in the appendix, indicate that the data do not have unit 
roots. It can be assumed that the movement of the data is normal, without intervention. Then 
the degree of AR and MA were identified and the models were chosen based on the least 
value of RMSE, as explained in the previous section. The most reasonable and fit ARIMA for 
the Indonesia to Australia’s exports data is 0 difference, AR=3, MA=3, SAR=1, Sdif=0, and 
SMA=1, denoted as SARIMA (3,0,3)(1,0,1)12. The graphical comparisons are shown below, 
the different of the forecasted value and the actual value are assumed to be the impact. The 
red line indicates the time AANZFTA were entered into force. 
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Graph 4.2 Real and Forecast Comparison Result 
 
Source: Simulation results 
In 2010, one year after AANZFTA entered into force, the export value of Indonesia 
was $4,244.40 million and the predicted value is $2,962.35 million. The estimation, as 
mentioned, is derived from the past behavior of the export value trend. The impact in the first 
year thus the increasing value of Indonesian exports by $1,282.04 million. The impact peaked 
in 2011 amounted $2,553.12 but show decreasing trend as the gaps between actual and 
forecasted values are getting smaller. AANZFTA’s contribution in 2012 was $1,819.75 
million and declined to $1,639.78 million in 2013.  
To sum up, total exports of Indonesia to Australia in the period of January 2010 to 
December 2013 (four years after preferential tariffs of AANZFTA have been enforced) 
fetched up to USD 19,102.82 million. However, the simulation condition without the 
preferential tariffs during the same period, resulted in a lower number, USD 11,808.12 
million. Therefore the preferential tariffs of AANZFTA have given an increase in total 
exports of Indonesia to Australia USD 7,294.7 million in that period. On average, USD 
1,823.67 million per year. 
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Using different series, exports of Australia to Indonesia were also examined using the 
same methods. Based on both ADF and PP criteria, the data is stationer, as shown in the 
appendices. According to the least RMSE value shown in the appendix, the best fitted 
seasonal ARIMA for Australia’s export value is 0 difference, AR=2, MA=3, SAR=2, Sdif=0, 
and SMA=2. It can be written as: (2,0,3)(2,0,2)12. Below is the graphical comparison of both 
the forecast result and real data. 
Graph 4.3 Real and Forecast Comparison Result 
 
To avoid bias in data analysis, this study use import value from Australia to Indonesia 
as the proxy of Australia to Indonesia exports. Using the same model with different 
composition, impact of AANZFTA is estimated from the gap between predicted and actual 
values, which are $242.52 in the first year, $1,634.62 million in 2011, $1,743.96 million in 
2012, and slightly decrease to $1,581.88 in 2013. From January 2010 until December 2013, 
total import (accounted as total exports of Australia to Indonesia) amounted USD 19,611.92 
million. The simulation condition, however, shows that the exports would fetch to USD 
14,408.94 million. Hence the preferential tariffs under AANZFTA contributed to the 
escalation of exports value in the period of 2010 to 2013 to the tune of USD 5,202.98 million, 
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or USD 1,300.75 million on average per year. 
Derived from the results, average export growth then can be shown in table below: 
Table 4.1 Export Growth 
Source: data analysis 
According to the data, actual export growth of Indonesia to Australia reached 10.02% 
on average during four observed years whilst the growth on simulation without AANZFTA 
result only 6.00%. Export growth of Australia to Indonesia, both actual and simulation are in 
higher percentage, 10.26% based on actual data and 6.62% on forecast result. Despite the 
impact on export value is bigger for Indonesia than for Australia, the trade balance shows that 
Indonesia is still in deficits position (net importer) as showed on previous table, even after 
AANZFTA. 
Further analysis was conducted to see how impactful AANZFTA is to the strength of 
bilateral trading relationship between Indonesia and Australia. As explained in previous 
section, this paper aims to compare before and after conditions, taking other indicators as 
ceteris paribus to estimate trade intensity. Using the same data, indices of trade intensity were 
calculated for Indonesia and Australia as trading partner, from year 2003 through 2013.The 
results are figured below:  
 
 
 
 
 
Export of Real Growth Growth on simulation Impact of AANZFTA 
Indonesia – Australia 10.02% 6.00% 4.02% 
Australia – Indonesia 10.26% 6.62% 3.64% 
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Graph 4.4 Trade Intensity Index 
 
Export intensity (XII) with Australia was ranging from 2.58 in 2003, to below 2.00 
after AANZFTA. Sloping downward trend of both export and import intensities demonstrate 
weakening trade intensities between the two countries. Export and import intensity index 
indicate how significant the trading partner to the home country, in this case, it can be 
concluded that AANZFTA cannot boost the trading intensity between Indonesia and 
Australia. Bilateral flow between the countries became lower on downward trend as shown 
above.  
 
Trade Potential: SITC Category 
In this section, trade potential between Indonesia and Australia were estimated 
through matching export supply of Indonesia with import demand of Australia for each given 
commodity. In order to calculate, commodities were categorized following SITC (Standard 
International Trade Classification) one digit level. Below figure provides year to year trade 
potential between Indonesia and Australia. 
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XII in - aus 2.58 2.32 2.27 2.49 2.66 2.51 2.19 2.15 2.12 1.87 1.92
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Graph 4.5 Trade Potential 
 
Trade potential analysis presented in the figure above exhibit the maximum extent of 
bilateral trade which would have been feasible from 2003 up to 2013. The figure capture 
trade pattern between Indonesia and Australia over time. In general, all categories are in the 
same pattern, led by the trade potential of SITC 3 (mineral fuels, lubricants, and related 
materials). Before the year of AANZFTA implementation, the patterns of those categories 
were considerably flat; increasing trend lasted only two up to three years after AANZFTA 
entered into force, then the trade pattern shows tendency of decreasing. 
 
V. Conclusion and Recommendation 
The findings point out that Indonesia – Australia trade has intensified from year to 
year, although it has been featured by fluctuations. In macro scope, both Indonesia and 
Australia gain advantages from tariff reduction under AANZFTA scheme. According to the 
result of this study, the trade agreement has given an increase in export value of Indonesia to 
Australia by USD 7,294.7 million during January 2010 up to December 2013. As for 
Australia export to Indonesia, the value fetched up to USD 5,202.98 million during the same 
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period. Export growth as the result of simulation is higher for Australia, but the difference 
between actual growth and simulation growth (treated as proxy of impact of AANZFTA on 
export growth) is higher for Indonesia. 
Nevertheless, preferential tariff scheme under AANZFA does not give much positive 
impact in the long run, showed by downward sloping trend for both trade volume and trade 
intensity as analyzed. Intensity of trade indicates the significance of home country to partner 
country. Thus, below are policy recommendations regarding the involvement of Indonesia to 
AANZFTA: 
1. The positive impact of AANZFTA for both countries must be followed by intensifying 
and extending the commitment. The goal is to improve the cooperation and the 
advantages in the longer run. 
2. Indonesia must promote the quality of products to boost competitiveness in order to 
cut down trade deficits. 
3. Relatively low percentage in export value growth of both Indonesia and Australia as 
the result of AANZFTA indicates preferential tariffs have not been employed 
optimally by exporters and importers. Minimum information resulted from minimum 
socialization about the implementation details such as official forcing date, 
preferential tariff’s advantages, and certificate of origin issuance process, are some 
contributing factors as well. Therefore, standardize socialization regarding 
preferential tariffs under AANZFTA must be enhanced through both face to face by 
related parties or mass media communication which can effectively informed 
exporters and importers. 
Further and more comprehensive research is still needed to get deeper understanding, 
since this study aim to compare before and after condition by taking other indicators as 
ceteris paribus only. 
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